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In the United States Circuit Court of
Appeals for the Ninth Circuit

No. 7682

Olympia Hakbor Lumber Company, a Corporation^

petitioner

V.

Commissioner of Internal Revenue, respondent

ON PETITION FO^ REVIEW OF DECISION OF THE UNITED
STATES BOARD OF TAX APPEALS

BRIEF FOR THE RESPONDENT

OPINION BELOW

The only previous opinion in this case is that of

the United States Board of Tax Appeals (R. 18-

25), reported in 30 B. T. A. 114.

JUBISDICTION

The petition for review involves a deficiency in

Federal income tax in the amount of $3,770.35 de-

termined against the petitioner for the calendar
year 1929. The decision of the Board of Tax Ap-
peals was entered April 28, 1934 (R. 25), and the
case is brought to this Court by a petition for re-
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view filed July 3, 1934 (R. 26-30), pursuant to Sec-

tions 1001-1003 of the Revenue Act of 1926, c. 27,

44 Stat. 9, 109, 110, as amended by Section 1101 of

the Revenue Act of 1932, c. 209, 47 Stat. 169.

QUESTION PRESENTED

The only question presented is wether the Board

of Tax Appeals erred in disallowing a deduction of

$33,594.65 from gross income on account of a debt

alleged to have been ascertained to be worthless to

that extent and charged off the taxpayer's books

during the taxable year 1929.

STATUTE AND REGULATIONS INVOLVED

The statute and regulations involved are printed

in the Appendix, infra, pp. 16-19.

STATEMENT

The petitioner, a Washington corporation, with

its 23rincipal office and place of business at Olympia,

Washington (R. 5, 17, 26), was organized in 1924

by five Anderson brothers to engage in the opera-

tion of a sawmill at Oljmipia. The capital stock of

the petitioner was owned by them in equal propor-

tions. The Anderson brothers also owned in equal

shares all of the capital stock of the Tumwater

Lumber Mill Company, which was likewise located

at Ohonpia and which they had operated since 1919

(R.19).

In its income tax return filed for the year 1929

the petitioner deducted the sum of $33,594.65 on

account of the alleged partial worthlessness of a



debt owed by the Tum^water Lumber Mill Company

to the petitioner. In determining the deficiency

here in controversy the respondent and the Board

of Tax Appeals disallowed this deduction (R. 23-

25). From the Board's decision on this issue the

petitioner has appealed to this Court.

Based upon the evidence adduced at the trial

before it, the Board of Tax Appeals made the fol-

lowing findings of fact with respect to the issue

.here involved (R. 20-22) :

In 1928 the Anderson brothers were inter-

ested in the installing of a Swedish gang-

saw mill, which had for its purpose the utili-

zation of lumber under 12 inches in di-

ameter, which sizes were generally being

wasted at the time. The Tumwater Mill at

this period was not engaged in sawmill ox)er-

ations but was working on various real-es-

tate contracts as w^ell as other related activ-

ities in and around Olympia. The Anderson
brothers decided to make the experiment

and selected the Tumwater Co. for that pur-

pose. At that time the Tumwater Co. had
no funds which it could utilize for the pur-

pose and accordingly the Anderson brothers

agreed that the petitioner would advance

whatever funds were needed, the funds so

advanced to be repaid by the Tumwater Co.

out of income from operations.

The new mill was a pure experiment and
difficulties were soon encountered, with the

result that the estimated cost of some $55,-

000 was exceeded and petitioner found it



necessary to advance $84,722 in 1928 and
1929 to put the mill in shape and adopt it to

conditions in the Puget Sound country.

On or al)out December 27, 1929, the Ander-

son brothers, as trustees of petitioner, dis-

cussed the question of the large amount ow-

ing to i^etitioner by the Tumwater Lumber
Mill Co., and reached the conclusion that the

latter, due to the high cost of installing the

new mill, the drop in prices of lumber, and
the curtailed business due to the de^Dression

and consequent depreciation in the value of

the assets of the Tumwater Co., including

certain real-estate contracts, building lots,

garage, stock in other lumber companies,

etc., would not be able to pay the petitioner

the sum advanced to it. It was accordingly

decided to charge off approximately 40 per-

cent of the advance to thp Tumwater Co. as

a bad debt.

No actual charge-off was made on the

books in 1929 and not until some time in

Februar}^ or March 1930 at which time there

was a charge to surplus and a credit to

"special reserve for possible loss" of the

Tumwater Lumber Mill Co. account. This

charge-off was in the amount of $33,594.65.

This entry was so made because the books

had been closed and the profits theretofore

closed into surplus. The loan made to the

Tumwater Lumber Mill Co. was with the

idea that that company would be able to re-

pay from the earnings of its busmess. The
petitioner had the money available and used

it in the other business and expected to get



it back. No notes were given for the ad-

vances and there was no understanding be-

tween the two corporations as to how long

the account would run. Some time after

the book entries were made the assets of the

Tiunwater Lumber Mill Co. were valued as

of December 31, 1929, leased on their liquida-

tion value, and the result of that valuation

placed the assets as worth $142,523.30, with

liabilities outstanding of $186,894.92, which

latter sum included what had been advanced

by petitioner to the Tumwater Lumber Mill

Co. as well as certain mortgages on some of

the properties. The current assets as of

December 31, 1929, were $57,316.38 and the

current liabilities $126,995.62, including the

sums due petitioner. The Anderson broth-

ers did not intend that the outside creditors

of the Tiunwater Co. should lose any money
and intended that they should be paid

through petitioner.

After reviewing the evidence before it the Board

found that the debt due to the petitioner was not

ascertained to be worthless to the extent of $33,-

594.65 and sustained the respondent's disallow-

ance of the deduction claimed (R. 25).

SUMMARY OF ARGUMENT

In computing taxable net income the statute and

regulations allow deductions from gross income

for debts ascertained to be worthless and charged

off during the taxable year. The taxpayer's right

to claim the deduction depends both upon the ascer-

tainment of worthlessness during the year and a



proper charge-off during the year within the mean-

ing of the statute. Whether the taxpayer ascer-

tained the debt to be bad, and charged it off within

the meaning of the statute are both questions of

fact. When the Commissioner disallows a deduc-

tion for bad debts his determination is prima facie

correct and the burden is upon the taxpayer to

prove both the ascertainment of worthlessness and

a proper charge-off. The decision of the Board of

Tax Appeals with respect to the correctness of the

Conunissioner's determination, if supported by any

substantial evidence on either question, will not be

disturbed on appeal.

Where, as in the instant case, the taxpayer claims

a deduction for only a part of a debt the Com-

missioner may, if satisfied that the debt is worth-

less in part, allow deduction in part. While the

discretion of the Commissioner in the case of par-

tial worthlessness is subject to review, his deter-

mination in such cases should not be questioned

unless clearly arbitrary and unreasonable. In the

instant case neither the respondent nor the Board

of Tax Appeals was satisfied that deduction should

be allowed in part. The Board's finding that par-

tial worthlessness had not been ascertained by the

petitioner is supported by the evidence, and the

evidence does not support petitioner's contention

that the amount involved was charged off during

the taxable year within the meaning of the statute.

The Board's decision should be affirmed.



ARGUMENT

I

In computing taxable net income the statute

authorizes certain deductions from gross income,,

including a deduction for debts ascertained to be

worthless and charged off during the taxable year-

Section 23 (j) of the Revenue Act of 1928. In

order to establish its right to a deduction for a bad

debt a taxpayer must show both that it was ascer-

tained to be worthless during the taxable year and

that it was charged off during the taxable year.

Fairless v. Commissioner, 67 F. (2d) 475 (C. C. A.

6th) ; Duffin v. Lucas, 55 F. (2d) 786 (C. C. A. 6th),

certiorari denied, 287 U. S. 611.

Whether a debt was ascertained to be worthless

during the taxable year, as well as the question

whether the amount has been charged off during the

taxable year by the taxpayer, are questions of fact

to be determined from the evidence. In the in-

stant case the Board of Tax Appeals, while indi-

cating that the evidence was far from convincing,

did not definitely find that the deduction claimed

by the petitioner had not been charged off within

the meaning of the statute. Its decision was pred-

icated upon its finding that there had been no ascer-

tainment of worthlessness.

The determination of the respondent is prima

facie correct. United States v. Rindskopf, 105

U. S. 418 ; Fidelity dt Columbia Trust Co. v. Lucas,.

7 F. (2d) 146 (W. D. Ky.)
; Wickwire v. Reinecke^

130049—35 2
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14 F. (2d) 956 (C. C. A. Tth), reversed on another

point, 275 U. S. 101 ; Mimnaugh v. United States,

66 C. Cls. 411, certiorari denied, 280 U. S. 563 ; Van

Smith Bldg. Material Co. v. Commissioner, 44 P.

(2d) 54 (C. C. A. 4th). The burden is upon the

petitioner to establish its right to deduct the

amount claimed. Burnet v. Houston, 283 U. S.

223; Domlioff (& Joyce Co. v. Commissioner, 50 F.

(2d) 893 (C. C. A. 6th). After considering all of

the evidence before it the Board held that the peti-

tioner had not sustained that burden in the instant

case, and the Board's findings will not be disturbed

by this Court if they have any evidence to support

them. Phillips v. Commissioner, 283 U. S. 589;

Old Mission P. Cement Co. v. Commissioner, 69 F.

(2d) 676 (C. C. A. 9th) ; Commissioner v. Burdette,

69 F. (2d) 410 (C. C. A. 9th) ; Commissioner v.

Field, 61 F. (2d) 876 (C. C. A. 2d) ; Matern v. Com-

missioner, 61 F. (2d) 663 (C. C. A. 9th) ; Island

Petroleum Co. v. Commissioner, 57 F. (2d) 992

(C. C. A. 4th) ; Brown Y. Commissioner, 22 F. (2d)

797 (C. C. A. 5th) ; Averi/ v. Commissioner, 22 F.

(2d) 6 (C. C. A. 5th).

II

The evidence fully supports the Board's finding

that there was no ascertainment of worthlessness

during the taxable year. In its findings of fact the

Board finds that in December 1929 the Anderson

brothers discussed the debt of the Tumwater com-

pany, and reached the conclusion that the latter



company would not be able to pay petitioner the

sum advanced to it (R. 21). Petitioner argues

(Br. 23-34, 45-52) that this is a finding that the

debt was "ascertained" to be worthless to the ex-

tent claimed. It is clear, we submit, that this find-

ing is not to be so construed, and there is no incon-

sistency between this finding and the finding that

the debt was not ascertained to be worthless in the

amount claimed. By arbitrarily estimating pres-

ent values for the assets of the Tumwater company

the petitioner's directors decided that the Tum-

water company could not have paid the debt in full

then.

But the evidence falls far short of establishing

that petitioner's directors at that time ascertained

the account to be worthless to the extent claimed.

The balance sheet of the Tumwater company

showed assets as of December 31, 1929, to be

$33,533.38 in excess of liabilities, including the

liability to petitioner (R. 39-40). The gang saw-

mill was constructed for purely experimental pur-

poses, and in making the advances petitioner in-

tended that repayment should be made out of

income (R. 22). Construction had not been com-

pleted at the end of 1929 (R. 29, 44), and the mill

was still in operation when it was decided to claim

a part of the loans as a deduction (R. 23). There

appears to have been no intention on the part of

either company at that time to abandon the project.

Cf
. Island Petroleum Co. v. Commissioner, supra.

For all the record shows, the construction was car-
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ried to completion and operation of the mill con-

tinued, at least for a period beyond the end of the

year 1929. Continued dealings with a debtor under

such circumstances tend strongly to show no ac-

tual ascertainment of worthlessness. Cf . Squier v.

Commissioner, 68 F. (2d) 25 (C. C. A. 2d) ; Poivers

31fa. Co. V. Commissioner, 34 F. (2d) 255 (C. C. A.

8th); King \. Commissioner, 16 B. T. A. 1049;

Jones V. Comm^issioner, 13 B. T. A. 1271.

With the mill still uncompleted, and its prac-

ticability and earning capacity still in the experi-

mental stages the petitioner's directors, in deter-

mining the amount of the Tumwater company debt

to be charged off, arbitrarily placed a liquidation

value of 50 percent upon the new sawmill building

and 40 percent upon the new equipment (R. 43),

although the witness Anderson testified (R. 44)

that "No one can tell what the realizable [value]

of that was." Also, as the Board found (R. 24)

petitioner evidently did not consider it was deal-

ing at arms length with the Tumwater company,

for, even on its own calculations it would have

recovered more than 60 percent of the amount

due it. Under the circumstances the petitioner

treated the amount more as a forgiveness of in-

debtedness than a true ascertainment of worth-

lessness.

Under the circumstances the Board was clearly

justified in finding that there had been no ascer-

tainment of worthlessness. Cf. Commissioner v.
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Burdette, supra. In Avery v. Commissioner,

supra, the Court said (p. 8)

:

It is a familiar rule that in trials at law,

when different conclusions may be drawn by

reasonable men from undisputed facts, the

question presented is one for the jury.

Such is the case before us. We are not at

liberty to substitute our opinion for that of

the board on the facts shown on the record,

even if we were disposed to do so.

In Commissioner v. Field, supra, the court said

(p. 878), "Unless arbitrarily arrived at, the deter-

mination of the Board of Tax Appeals must

stand." In the instant case the determination of

the Board is entirely reasonable, and this Court

will not substitute its opinion for that of the Board.

Ill

Still more conclusive here is the fact that peti-

tioner is claiming only a partial deduction of the

debt due from the Tumwater company. The claim

is made under that part of Section 23 (j) which

provides

:

* * * and when satisfied that a debt is

recoverable only in part, the Commissioner

may allow such debt to be charged off in

part.

Neither the respondent nor the Board of Tax Ap-

peals were satisfied that the debt was recoverable

only in part, and the discretion given to the re-

spondent under this provision should not be inter-
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fered with unless plainly arbitrary or unreasonable^

In Stranahan v. Commissioner, 42 F. (2d) 729

(C. C. A. 6th), certiorari denied, 283 U. S. 822, the

court said (p. 731) :

Although there is power in the courts to

review the action of the board in disallow-

ing a deduction based upon a debt "recov-

erable only in part", it is clear from the

language of the statute that the administra-

tive authorities, the Commissioner and the

Board, are given a wider discretion in de-

termining whether such allowances should

be made than is given them with respect to

debts ascertained "to be worthless and
charged off within the taxable year." De-

ductions of the latter are allowed as a mat-

ter of law, but the statute provides as to the

former that "when satisfied that a debt is

recoverable only in part, the commissioner

may allow such a debt to be charged off in

part." Thus it would seem that the deci-

sions of the Commissioner and Board in

passing on claims of this kind should not be

interfered with by the courts unless plainly

arbitrary or unreasonable. Cf. Lucas v.

American Code Co., 280 U. S. 445, 50 S. Ct.

202, 74 L. Ed. 538, and Lucas v. Kansas City

Strticfural Steel Co., 281 U. S. 264, 50 S. Ct.

263, 74 L. Ed. —, decided April 14, 1930.

See also Continental Pipe Mfg. Co. v. Poe, 59-

F. (2d) 694, 696 (C. C. A. 9th), and Pottash Bros,

V. Burnet, 50 F. (2d) 317, 320 (App. D. C).
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IV

In order to overcome the presumption of cor-

rectness which attaches to the respondent's deter-

mination it was also necessary for petitioner to

prove that the amount claimed as a deduction was

charged off as a bad debt within the taxable year.

The Board made no specific finding that the amount

was charged off within the meaning of the statute,

and the failure to so find is assigned as error (R.

27). In its opinion the Board stated that the evi-

dence was far from satisfactory that there was a

charge-off within the taxable year (R. 24). A re-

view of the evidence, particularly the testimony of

the witness Knight (R. 78-83), only serves to em-

phasize this uncertainty. The witness Anderson

testified (R. 61-62, 64) and the Board found (R. 21)

that in December 1929 approximately 40 percent of

the account of the Tumwater company should be

written off. But he does not state that the amount

was actually charged off by the petitioner's book-

keeper. The inference is that he did not. Irome-

diately after the end of the year the bookkeeper

closed the books and submitted a tentative report

which apparently did not reflect this deduction

(R. 61-62). Later in the year 1930 the witness

Knight, a certified public accountant, audited the

books and prepared his report (R. 61-62, 78).

When his report was first submitted to Anderson

the latter inquired about the amount written off
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on account of the Tumwater debt. The witness

Knight knew nothing about it (R. 78). It was he

who took care of setting up the necessary book

entries to reflect the charge-off (R. 79).

Petitioner argues that the account was charged

off as a part of the closing entries for the year 1929

and cites several cases to support the position that

book entries made after the close of the taxable

year, but as a part of the closing entries for the

year, satisfy the requirement of the statute (Br.

35-41) . The principle need not be disputed. It is

not applicable to the facts of this case. The witness

Knight testified that at the time he made his audit

the books had been closed (R. 78). The petitioner

carried a regular account on its books to which bad

debts were normally charged, and if the books had

not been closed Knight would have charged the

amount to this account and credited surplus (R.

81). But since the books had been closed, the bad

debts account closed into profit and loss, and the

profit and loss account closed into surplus (R. 81)

they decided to charge this item off by setting up

on the books a "Special reserve for possible loss in

Tumwater Lumber Mills account" to which this

item was credited, and a corresponding charge

made against surplus (R. 80-81). The bookkeeper

actually made the entries after the manner of

charge-off had been decided upon (R. 80). The

witness Anderson testified (R. 62, 63) that the

amount was charged to a special account *'so it
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could always be shown where it had been charged"

and "so if it is ever collectible it is there and it will

account for itself." An intention to charge the

amount off for 1929 seems fairly clear, but the

evidence on this question is far from convincing

enough to overcome the presumption that the re-

spondent correctly disallowed the deduction

claimed.

CX>NCLXJSION

The decision of the Board of Tax Appeals is cor-

rect and should be affirmed.

Respectfully submitted.

Frank J. Wideman,
Assistant Attorney General.

SEWALii Key,

F. E. YOUNGMAN,
Special Assista/nts to the Attorney General.

April 1935.



APPENDIX

Revenue Act of 1928, c. 852, 45 Stat. 791

:

Sec. 23. Dedijctions feom gross income.

lu computing net income there shall be

allowed as deductions:*****
(j) Bad debts.—Debts ascertained to be

worthless and charged off within the taxable

year (or, in the discretion of the Connnis-
sioner, a reasonable addition to a reserve for

bad debts) ; and when satisfied that a debt
is recoverable only in part, the Commis-
sioner may allow such debt to be charged off

in part.

Treasury Regulations 74, as promulgated under

the Revenue Act of 1928

:

Art. 191. Bad debts.—Bad debts may be
treated in either of two ways

:

(1) By a deduction from income in re-

spect of debts ascertained to be worthless in

whole or in part, or

(2) By a deduction from income of an
addition to a reserve for bad debts.

Taxpayers were given an option for 1921
to select either of the methods mentioned
for treating such debts. (See article 151,

Regulations 62.) The method used in the

return for 1921 must be used in returns for

subsequent years and in returns under the

Revenue Act of 1928 unless permission is

granted by the Commissioner to change to

(16)



17

the other method. A taxpayer filing a first

return of income may select either of the two
methods subject to approval by the Com-
missioner upon examination of the return.

If the method selected is approved, it must
be followed in returns for subsequent years,

except as permission may be granted by the

Commissioner to change to another method.
Application for permission to change the

method of treating bad debts shall be made
at least 30 days prior to the close of the tax-

able year for which the change is to be effec-

tive. (See also article 195.)

Where all the surrounding and attending
circumstances indicate that a debt is worth-
less, either wholly or in part, the amount
which is worthless and charged off or writ-

ten down to a nominal amount on the books
of the taxpayer shall be allowed as a deduc-
tion in computing net income. There should
accompany the return a statement showing
the propriety of any deduction claimed for

bad debts. No deduction shall be allowed
for the part of a debt ascertained to be
worthless and charged off prior to January
1, 1921, unless and until the debt is ascer-

tained to be totally worthless and is finally

charged off or is written down to a nominal
amount, or the loss is determined in some
other manner by a closed and completed
transaction. Before a taxpayer may charge
off and deduct a debt in part, he must ascer-

tain and be able to demonstrate, with a rea-

sonable degree of certainty, the amount
thereof which is uncollectible. Any amount
subsequently received on account of a bad
debt or on account of a part of such debt
previously charged off and allowed as a de-

duction for income-tax purposes, must be

included in gross income for the taxable year
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in which received. In determining whether
a debt is worthless in whole or in part the

Commissioner will consider all pertinent
evidence, including the value of the collat-

eral, if any, securing the debt and the finan-

cial condition of the debtor. Partial deduc-
tions will be allowed with respect to specific

debts only.

Where the surrounding circumstances in-

dicate that a debt is worthless and uncollecti-

ble and that legal action to enforce payment
would in all probability not result in the sat-

isfaction of execution on a judgment, a
showing of these facts will be sufficient evi-

dence of the worthlessness of the debt for

the purpose of deduction. Bankruptcy is

generally an indication of the worthlessness
of at least a part of an unsecured and unpre-
ferred debt. Actual determination of worth-
lessness in bankruptcy cases is sometimes
possible before and at other times only when
a settlement in bankruptcj^ shall have been
had. Where a taxpayer ascertained a debt
to be worthless and charged it off in one
year, the mere fact that bankruptcy pro-
ceedings instituted against the debtor are
terminated in a later year, confirming the
conclusion that the debt is worthless, will

not authorize shifting the deduction to such
later year. If a taxpayer computes his in-

come upon the basis of valuing his notes or
accounts receivable at their fair market
value when received, which may be less than
their face value, the amount deductible for
bad debts in any case is limited to such origi-

nal valuation.

Where banks or other corporations which
are subject to supervision by Federal au-
thorities (or by State authorities maintain-
ing substantially equivalent standards) in
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obedience to the specific orders, or in accord-
ance with the general policy of such super-
visory officers, charge off debts in whole or
in part, such debts shall, in the absence of
affirmative evidence clearly establishing the
contrary, be presumed, for income-tax pur-
poses, to be worthless or recoverable only in
part, as the case may be.
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